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SUMMARY 


The expansion of the German economy which has been underway for 
Over a year gives every indication of lasting through 1979. 
Monetary and fiscal policy will continue to be broadly supportive 
of growth although the rate of money expansion will probably con- 
tract somewhat in the course of 1979 and budgetary policy is ex- 
pected to give less thrust in the second half of the year. Private 
investment, however, is growing at its fastest pace in several 
years and private consumption, the mainspring of this economic 
upswing, should continue a steady expansion. 


Unlike previous cyclical upturns, this one was not initiated 

nor has it gotten any particular boost from the external sector. 
The rate of real import growth (goods and services) has outpaced 
the rate of foreign sales during the past two years. Expectations 
are that damestic demand will continue to be the prime mover of the 


economy . 


A rising rate of output has recently been accompanied by an 
acceleration of the major price indices. Even though advers 
changes in the terms of trade, especially higher oil prices, seem 
to account for much of the additional inflation, the German 
monetary authorities have recently shown an even sharper concern 
for price stability. Interest rates have been rising now for 
several months, nonetheless the higher cost of financing is not 
expected to brake the robust pace of investment in the inmediate 
future. 


The U.S. bilateral trade deficit with the Federal Republic more 
than doubled in 1978, according to German trade statistics. 

A faster moving German economy together with a decelerating 
growth rate in the U.S., however, should mean a substantially 
more favorable bilateral balance for the U.S. in 1979. 





KEY ECONOMIC INDICATORS: GERMANY EXCHANGE RATE AS OF MAY 11, 1979 
U.S. $1.00 = DM1.8985 


1978 1979 77/76 =78/77 79/782/ 


INCOME, PRODUCTION, EMPLOYMENT 
GNP at current prices (DM billion) 1,282.6 
Private consumption 709.5 
Government consumption 2350.1 
Fixed Investment 276.5 
GNP at 1970 prices (DM billion) 837.3 
GNP Price Deflator 153.2 
Per capita GNP, current prices (DM) 20,913.0 
Disposible Income (DM billion) 812.5 
Savings as % disposible income 1267 
Employment (1,000s) of wage salary 
earners, industrial 73585 
Unemployment rate 3/ 4/79 4.4 
Productivity Gain 4/ 
Indices: 
New Industrial Orders, Value (1970 = 100) 
3/79 
Industrial Production (1970 =100) 3/79 
Retail Sales Value (1970 = 100) 2/79 
Industrial Wages per employee (1970 = 100) 
Cost of Living (1970 = 100) 3/79 
Industrial Prices (1970 = 100) 3/79 
MONEY 
Money Supply (M); DM billion)* 3/79 
Domestic Credit Outstanding (DM billion) * 
3/79 
Federal Debt Outstanding Domestic 
(DM billion)* 2/79 16 
Annual Federal Debt Service (DM billion)12/79 1 
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Interest Rate, Central Bank* 5/79 


5 
0. 
External Debt (DM billion)* 2/79 0; 
3 
Interest Rate, Comm' bank med.-term* 3/79 7s 


BALANCE OF PAYMENTS AND TRADE 
Gold and Foreign Exchange reserves (DM bill.)* 
4/79 100.3 
Balance of Payments (Basic Balance, DM bill.) 
3/79 15.3 - 
Balance of Trade (DM billion) 3/79 41.2 - 

Exports, FOB (DM billion) 3/79 284.9 6. 

U.S. share (DM billion) 1/79 20.2 26. 

Imports CIF (DM billion) 3/79 243.7 a 

U.S. share (DM billion) 1/79 17.4 -3. . 
Main rts to U.S. in 1978; $ mill.: Motor vehicles 3,676; Machinery 1,830; 
Chemicals 1,420; Electrical Equipment 489; Optical and Precision Mechanical Products 366 
Main Imports from U.S. in 1978; $ mill.: Machinery 1,397; Chemicals 1,247; 
Electrical i t 927; Edible Fats and Oils 868; Aircraft 732; Grains 372. 
17 Cumulative through latest date shown, except for items marked *. 2/ 1979 through 
latest date shown over the same period in 1978, except for items marked *. 3/ As percent 
of labor force; 1979 seasonally adjusted. 4/ Increase in real domestic product per 
worker. NOTE: Items marked * are as of year and 1978, and as of latest month shown for 
1979. 19795 percentage changes indicate changes of latest date shown over comparable 


date in 1978. 
-3- 





PART A — CURRENT ECONOMIC SITUATION AND TRENDS 


Prospects for 1979 Are Auspicious 


The overall German economic situation is more favorable than at any 
time in several years. In April the seasonally adjusted unemployment 
rate dropped to 3.8 percent and the volume of investment in recent 
quarters has approached the peak reached in the pre-oil crisis year 
1973. Surveys of investor attitudes indicate that the strong upswing 
in investment will continue in the months ahead. Despite a weather- 
marred, strike-afflicted first quarter, the prospects appear good 
that gross product for the year will expand by about four percent, 
which is about one-half percentage point more than in 1978. 


Most local economic observers concede the strong part which tax 

and budgetary policies have had in raising the tempo of the economy. 
The DM 16 billion "Investment in the Future" program enacted in 
March 1977 appears to have been a catalyst of private investment as 
well as contributing directly to a boom in construction. At the 
same time as the expansion of overall government sector outlays has 
been outpacing growth in nominal GNP, substantial tax reductions enacted 
in 1977 and in 1978 were boosting private demand. Falling interest 
rates until the middle of 1978, certainly caused in part by an 
accommodative monetary policy, have helped to sustain investment 
through a period when exchange market turbulence and labor disputes 
were otherwise eroding investor confidence. 


A notable feature of this economic upturn has been the absence of 
any lift from the external sector. For the past two years the 
volume of German goods and services' imports has increased by a 
larger amount than the volume of German exports. Most forecasters 
project a continuation of this trend through 1979, or at the very 
least no reversal of trend. 


The steadiest influence on overall economic activity has been 
private consumption which accounts for well over half of total 
output. For the past four years private consumption has grown at 
at average yearly clip of 3.3 percent. The 1979 pace should be 
slightly higher. 


Inflation: The Fly in the Ointment 


The German reputation for price stability, while well-deserved 

given the recent records of other large industrial countries, 

was somewhat exaggerated in 1978 by the confluence of several 
exceptional events. The prices of imports, which comprise more than 
one-quarter of gross product, fell on the average by some five 
percent from the average level for 1977. A mark appreciation in real 





terms as well as in nominal terms against most other currencies made 
this possible. The real appreciation of the mark in turn meant 
sharper import competition which helped to hold down manufacturers' 
prices. At the same time the best crop in years was keeping food 
prices steady. 


A reversal of some or perhaps all of these trends will almost 
certainly mean an acceleration of consumer prices in 1979. In re- 
cent months, the dollar and several other currencies have regained 
some of the ground lost to the mark, thus raising import prices. 

A sharp rise in the dollar price of oil cauld push up the consumer 
price index by as much as one-half percentage point or more in 1979, 
according to one economic institute study. A one percentage point 
increase in the value added tax as of July 1 will push it up further 
in the latter part of the year. Moreover, demand pressures on 
prices will be somewhat greater in 1979. But just as actual price 
performance in 1978 understated underlying pressures on prices in 
1978, the 1979 jump in most price indices will not accurately 
indicate the extent of economic overheating. 


Monetary Policy to Be Less Expansionary 


Assessments of inflationary pressures differ more in degree than in 
kind. Government spokesmen and some of the economic institutes have 
put the emphasis on the foreign origins of inflationary pressures; 
bankers have stressed the pressures ar ising out of a higher level 
of demand. Everyone apparently agrees that higher unit labor costs, 
which have often been blamed in the past for inflation, are not 
responsible for current price pressures. There is consequently 


widespread concern that the erosion of incomes from a higher rate 
of inflation will raise wage demands in 1980 and that this could 
trigger some upward spiralling price levels. 


Even before the recent acceleration of prices, the Bundesbank had 
announced that central bank money expansion from fourth quarter 
1978 to fourth quarter 1979 would be held to a range of six to 
nine percent. Central bank lending rates were raised in March so 
as to bring them into line with short-term money markets. Since 
monetary expansion continues to run above the central bank's upper 
target of nine percent, some further monetary tightening is to be 
anticipated. The April Joint Report of the Economic Institutes 
urged the bank to bring monetary expansion closer to the nine 

than the six percent rate. 





Fiscal Policy also to Become Somewhat Tighter 


The combination of higher government expenditures and tax reductions 
add up to the most expansionary fiscal policy in several years. 
However, the fiscal thrust will be weakened by a one percentage 
point.hike in the value added tax. Inflation and a progressive 
income tax, only partially offset by a reduction of business taxes 
in 1980, will continuously weaken the force of the fiscal sector 
boost to the economy in the absence of additional tax reductions 
and/or new expenditure programs. 


Opinion in the German business and economic community is divided 

as to whether the self-sustaining growth stage has been reached. 

On the one hand the experience of 1977, when a large reduction 

of the government deficit coincided with an economic downturn, is 
cited by proponents of a high level of government outlays as 

reason to proceed slowly with budgetary consolidation. On the other 
hand, fiscal conservatives point to inflationary pressures, 
particularly in the construction sector, where public sector invest- 
ment outlays are concentrated, and to some pressures in the capital 
markets, as reasons for reducing the deficit. How the economy pro- 
gresses during the next couple of months will probably determine 
what changes in economic policy, if any, the government will pro- 
pose for 1980. 


Higher Commodity Prices Could Have Dampening Impact 


OPEC oil price increases announced at the end of 1978 and in early 
1979 have so far had surprisingly little effect on the level of 
business confidence. Most forecasters appear to believe that the 
German economy can weather oil price increases announced to date 
without excessive strain and with little impact on overall 
economic activity. The strength of the country's external accounts 
frees it from any balance of payments constraints. (Economic and 
business observers have noted that the value of German exports 

to OPEC countries increased after earlier oil price hikes by more 
than the German oil bill.) 


This would of course not hold true should the prices of oil and 
other key commodities continue to rise rapidly. Policies introduced 
to control domestic inflation would almost certainly have a 
dampening influence on growth. But perhaps of even greater 
importance would be the impact of higher commodity prices on 
Germany's exports to countries less resilient to either the 
financial or the inflationary strains of these higher prices. 


Labor Relations Take a Turn for the Better 


On March 1 the constitutional court ruled against an employer 
suit Challenging the constitutionality of the 1976 Codetermination 


ie 





Law which provides for labor representation on the Boards of 
Supervisors of companies with more than 2,000 employees. With 
the settlement of this issue, efforts are underway to get labor 
to rejoin the "Concerted Action Program" (meetings of government, 
Bundesbank, labor and management representatives and economic 
experts for the purpose of establishing a consensus of views on 
economic developments and prospects) although there have been 
Signals from the labor side that the program is in need of some 
modification. Labor walked out of the program shortly after the 
suit was initiated. 


Following one of the longest and most bitter strikes in years, 
steel workers and industry management agreed to a contract in 
January which, though reducing worktime and extending vacation 
time, left the main objective of the strike -- introduction of 

a 35 hour week -- unrealized. Wage negotiations since the steel 
strike have been notable for their lack of contentiousness and 
wage increases have mostly been held to the 4 - 5 percent range. 
The relatively mild emphasis given to the 35 hour week in the 
subsequent nogotiations may have been adopted as a consequence 
of firm employer resistance. Falling unemployment rates in recent 
months have also tended to undermine a prime rationale given by 
the unions for needing a shorter working week. 


German External Balance Grows 


Germany's trade surplus expanded to DM 41 billion and its current 
account surplus to more than DM 17 billion in 1978. The rather 
Sizable increase in the trade surplus was more than accounted 

for by a shift in the terms of trade. As pointed out above, the 
unit value of German exports increased during the course of the 
year while that of imports fell sharply. (That is, the prices of 
German exports were rising, on the average, while the prices of 
German imports were falling.) Special factors in addition to the 
higher trade balance appear to have contributed to the rise in the 
current account balance. 


Most forecasters expect a less massive, though a still strongly 
positive trade balance for 1979. Higher commodity prices, 
especially of oil, and expectations of a stabler mark exchange 
rate are cited as principal factors for a declining trade surplus. 
Import prices in March 1979 were six percent higher than a year 
ago and are expected to continue to rise in the course of the year 
whereas German export prices should show only a moderate increase. 
In addition, import volume should expand once again at a faster 
rate than export volume. 





U.S.: The Preferred Resting Place for German Foreign Investment 


German statistics show the U.S. as far and away the largest re- 
cipient of German foreign investment. German investors placed DM 
1.9 billion in the U.S. during 1978, more than 30 percent of total 
German investment abroad for the year. U.S. investment in Germany, 
by contrast, was less than half this amount. This was the fourth 
year running in which the bilateral net investment flow has been 
in favor of the U.S. The value of U.S. investments in the Federal 
Republic of course continues to greatly exceed that of Germany in 
the U.S. since German holdings abroad were quite small wntil this 
decade. 


Fast rising German wage costs and mark appreciation against the 
dollar are often cited in explanation for a surging German interest 
in U.S. assets. Undoubtedly the increasing role of German pro- 
ducers and banks in international trade and finance is also a strong 
motivation to strengthen ties to the world's largest market. 


PART B — IMPLICATIONS FOR THE UNITED STATES 


German Import Growth to Continue at Strong Pace 


Virtually all forecasts of the German economy for 1979 call for 
real import expansion in the six to eight percent range. To an 
ever larger extent German import growth tends to be concentrated 

in manufactured goods. They now account for over half of the 

total and can be expected to comprise a proportionately larger part 
as German production becomes more specialized in the high capital, 
high technology goods appropriate to a country with high labor 
costs and a well educated workforce. 


Real exchange rates favoring competitors during the past two 

years should reinforce the attractiveness of foreign goods in the 
German market. There are reasons for believing that some domestic 
producers may have shaved profit margins in 1977 and 1978 in an 
effort to hold on to their market shares. With the economy now 
following a more vigorous growth path and capital utilization rates 
rising toward full capacity levels, opportunities for foreign 
suppliers are expanding conmmensurately. 


Bilateral Trade Balance Continues to Favor Germany 


According to official German statistics, the U.S. bilateral 

trade deficit with the Federal Republic more than doubled in 1978 -- 
to over 2 1/2 billion marks (c.i.f. basis). There are good 

reasons, however, to expect a reversal of this trend in 1979. 
Substantial mark appreciation against the dollar no doubt held down 
the mark value of U.S. exports to Germany while the unit value of 
German exports, measured in marks, continued to edge up slowly 
during the past two years. It is also to be expected that over a 
longer period of time both U.S. imports from and U.S. exports 


= 6 = 





to the Federal Repubiic will react more sensitively to price 
differentials. Lastly, the U.S. trade balance with Germany will 
be helped by accelerating growth in the latter while the U.S. 
growth rate slackens. 


Competition, however, will be stiff in the German import market. 
Just as a reputation for reliability, speedy service, and flexi- 
bility to tailor product to customer needs has served German 
products well in export markets, so must also foreign producers 
perform if they are to crack the German market. A steadily older 
population working less but with more money to spend especially 
implies a fast growing demand for leisure time goods and services. 
There is also an expanding German interest in the more sophisticated 
consumer products as the average income level approaches the 
highest of world country levels. 


U.S. Takes Larger Share of German Market 


Germany, second only to the United States as an importer of 

finished manufactured goods, imported in 1978 finished manufactured 
goods valued at $65 billion. U.S. sales of finished manufactures 
in the German market registered an above-average increase of 32 
percent and reached a new record of $5.3 billion. As a result, 

the U.S. share of the German import market for finished manufactures 
rose from 7.9 percent in 1977 to 8.2 percent in 1978. 


Induced by a lively pace of investment in German industry, German 
purchases of U.S. machinery exceeded 1977 levels by 33 percent and 
reached $1,397 million, thus representing the largest commodity 
group in the finished manufactures category. The improved com- 
petitiveness of U.S. machinery was reflected by the higher U.S. 
share of the German import market, which increased from 16.6 percent 
in 1977 to 17.2 percent in 1978. U.S. exporters of office machines 
were particularly successful in the German market. At $638 million, 
U.S. sales of office machines jumped by 45 percent, and the U.S. 
market share came to 31.6 percent, compared with 28.8 percent 

in 1977. Brisk U.S. sales were also reported for machine tools 

and materials handling equipment, both of which increased by 

57 percent to $57 million and $35 million, respectively. The U.S. 
market share for machine tools expanded from 6.7 percent in 1977 

to 7.3 percent in 1978, and for materials handling equipment from 
8.0 percent to 8.6 percent. Other U.S. machinery registering gains 
in dollar values and market share were agricultural machinery and 
food processing machinery. 


At $1,088 million, chemical products were the next largest commodity 
group of U.S. finished manufactures sales in Germany, registering 
a growth rate of 29 percent over 1977. The U.S. share of the German 





import market rose from 11.2 percent in 1977 to 11.5 percent in 1978. 
Buoyant sales of petrochemicals, which rose by 31 percent to $132 
million, were the major contributing factor. Gains in dollar 

value and U.S. market share were also reported for dyes, while 
plastics and plastic products, with a negligible gain in dollar 
value, slipped to a reduced market share. Also pharmaceuticals, 
another major commodity group, failed to maintain their market 

share despite an increase in dollar value. 


Other commodity groups registered impressive sales' gains during 
1978. Sales of U.S. electrical equipment expanded by 24 percent to 
$927 million. Impressive increases in sales were reported for 

U.S. aircraft, which jumped by 78 percent to $732 million. The U.S. 
captured 40.9 percent of this market as compared with 30.0 percent 
in 1977. A cheaper U.S. dollar and the trend in the U.S. toward 
smaller and more economical cars have significantly improved the 
competitiveness of U.S. automobiles in the German market, and dealers 
of U.S. automobiles are very optimistic regarding future developments. 
At $216 million, German imports from the United States of automobiles 
increased over 1977 by 57 percent. 


Relatively good U.S. sales were reported for optical and precision 
instruments, which exceeded 1977 levels by 24 percent, and reached 
$256 million. However, larger German imports from other countries 
resulted in a reduced U.S. market share (down from 16,7 percent in 
1977 to 15.9 percent in 1978). Sales of several other conmodity 
groups, representing predominantly consumer goods, also generally 
advanced in dollar values. 
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